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Chairman's Letter

It is my privilege to present this annual report of the SEC Practice Section, which
is accompanied by the report of the Public Oversight Board. The Section, also
known as SECPS, conducts the accounting profession's self-regulatory program
for firms that practice before the Securities and Exchange Commission. The pro
gram is specifically designed to improve the quality of practice before the SEC,
and to ensure that the more than 500 SECPS member firms properly carry out
their essential audit role in the country's financial reporting and disclosure system.
In May, the importance of the SECPS program of self-regulation was under
scored by a decision of the AICPA Council to authorize a ballot of Institute mem
bers to require membership in the Section for all firms with AICPA members that
audit SEC registrants.
Membership in the Section has been voluntary since it was established in 1977. If the Institute's
voting members pass the mandatory membership proposal, approximately 500 firms will be required to join
the SECPS in order for their CPAs to maintain their AICPA membership. The vote will be taken before the
end of 1989. However, it is important to note that the firms who are now SECPS members audit 88% of the
public companies in the U.S., which account for 99.8% of total revenues of all U.S. public companies.
This year's report features perspectives of clients and CPA firms on the value of SECPS member
ship. Their positive conclusions are shared by a number of others with a keen interest in the financial re
porting system. For example:
■ The Public Oversight Board and the Securities and Exchange Commission have endorsed the SECPS peer

review program.
■ The National Commission on Fraudulent Financial Reporting recommended that the SEC require all firms
that audit public companies to be members o f a professional organization that has peer review and
independent oversight functions. The only such organization presently in existence is the SECPS.
■ In its March 1989 Report on CPA Audit Quality, the U.S. General Accounting Office recommended that the
SEC, if possible, adopt a requirement that all firms practicing before the Commission be subject to periodic
peer reviews.

In addition to undergoing peer reviews of their accounting and auditing practices every three years,
SECPS member firms must comply with a number of practice requirements, some of which go beyond
the requirements of professional standards. Membership in the Section also involves cooperation with its
Quality Control Inquiry Committee, which considers the implications of alleged audit failures.
The environment in which the public accounting profession practices today is changing dramati
cally, a matter noted in the accompanying report of the Public Oversight Board. The globalization of busi
ness, constant changes in information technology, and regulatory revisions to long-standing rules of prac
tice are just a few of the forces affecting the practice of public accounting. We do not believe such
changes signal an erosion in the quality of practice, but they do require firms to emphasize continually the
quality of the attest and other services rendered to their clients.
The SECPS, its member firms and the leadership of these firms remain committed to providing
audit and accounting services to their clients and the public with independence, objectivity, and integrity.
As the practice environment for public accountants changes, the SECPS will continue to review its pro
gram of self-regulation and modify it, as needed, to help ensure that its member firms adhere to the high
est professional standards.
In my three years as Chairman of the SECPS Executive Committee, it has been gratifying to see its
membership grow and its requirements raised to better reflect the needs of an increasingly demanding
business environment. I have served the full term as Chairman and, in September 1989, the position and
its responsibilities will be assumed by Robert D. Neary. I am pleased to report that the Section's priority
has been and will continue to be the protection of the public interest in the quality of independent audits.
Sincerely,

J ohn D. Abernathy
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The
SEC
Practice
Section

Founded in 1977, the SEC Practice Section
of the AICPA Division for CPA Firms (the
"SECPS" or "Section") operates as a volun
tary organization of CPA firms striving for
professional excellence in the auditing ser
vices they provide to SEC registrants. This
system of self-regulation is designed to
protect the public interest. Currently, it af
fects 117,000 professionals employed by
its member firms and 88% of the audits of
publicly held companies.
Membership Requirements: To meet
the highest standards of the profession,
each member firm must:
■ Adhere to quality control standards estab
lished by the AICPA.
■ Have a peer review every three years, the
results of which are available to the pub
lic. A peer review is an independent, rigor
ous examination of a member firm's qual
ity control system for its accounting and
auditing practice. It is the cornerstone of
the SECPS self-regulatory program.
■ Require all professionals in the firm —not
just CPAs—to take part in 120 hours of
continuing professional education every
three years.
■ Periodically rotate the partner in charge of
each SEC audit engagement.
■ Conduct a concurring, or second partner,
preissuance review on each SEC audit
engagement.
■ Report annually to the audit committee
or board of directors of each SEC audit
client on the fees received from the client
for management advisory services during
the year under audit and on the types of
services rendered.
■ Report to the Quality Control Inquiry
Committee (formerly the Special Investi
gations Committee) any litigation against
the firm or its personnel that alleges defi-

ciencies in an audit of an SEC client and
certain financial institutions.
■ Report directly to the SEC the termination
of any client-auditor relationship with an
SEC registrant within five business days.
■ Report annually, for the Section's public
files, the number of firm personnel, the
number of SEC clients, data about MAS
fees and other information.
Adherence to the Section's member
ship requirements is evaluated through the
peer review process.
SECPS activities are conducted
through three committees:
The Executive Committee, its gov
erning body, is composed of at least 21
representatives of member firms. The Ex
ecutive Committee supervises the activities
of the SECPS Peer Review Committee and
the Quality Control Inquiry Committee, and
establishes the Section's membership re
quirements. It meets at least quarterly
throughout the year so that the Section can
initiate appropriate and timely action that is
in the public interest.
The Peer Review Committee con
venes at least five times annually to con
sider and act on the results of the individual
peer reviews performed of member firms.
In addition, it is responsible for establishing
and maintaining the standards under which
the reviews are performed. For calendar
year 1988, 112 peer reviews were carried
out and all were considered and acted upon
by the Peer Review Committee. To date,
almost 1300 SECPS peer reviews have
been performed.
The Quality Control Inquiry Com
mittee ("QCIC") focuses on the implica
tions of certain alleged audit failures for the
quality control systems of member firms
and for professional standards. When the
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The SECPS Executive

Quality Control Inquiry Committee con
cludes that a member firm may need to
take action to prevent future problems, it
sees that appropriate actions are imple
mented. The Committee meets bi-monthly
to consider the cases on its agenda. During
the year ended June 30, 1989, it added 53
cases to its agenda and closed its files on
50 cases.
The Public Oversight Board ("POB")
provides the public with the assurance that
the SECPS self-regulatory effort is working
effectively. Consisting of five highly re
garded, independent members, the Board
monitors, oversees and evaluates all of the
Section's activities. The Board selects its
own members, only one of whom is a CPA.

It hires and compensates its own staff of
CPAs, provides recommendations to the
Section and provides information to the
Securities and Exchange Commission
about Section programs. Chaired by former
SEC Commissioner A.A. Sommer, Jr., the
Board issues its own annual report, which
indicates again this year that the Section is
meeting its objectives and protecting the
public interest by maintaining and improv
ing the quality of audits.

Com m ittee and its s ta ff
m eet regularly to consider
the Section's program
o f s e lf regulation.

6

Self-Regulation
—A Year
of
Initiatives

All successful organizations must adapt
and respond to the challenges presented
by a dynamic environment; effective selfregulatory programs must do the same.
During the year ended June 3 0 , 1989, the
SECPS initiated or implemented a number
of actions to further improve the quality of
audit services provided by its members. In
doing so, it helps ensure that the financial
reporting and disclosure system operates
effectively.
SECPS—Enhancing Practice Quality
The SECPS membership requirement
for a concurring, or second partner, pre
issuance review of audits of SEC clients
is an important quality control feature. Its
effectiveness is enhanced by recent
changes, effective for audits of fiscal peri
ods beginning after December 3 1 , 1988,
that provide for:

" W

hen we were
having some
problems with our old CPA
firm, we asked our bank to
recommend a fine account
ing firm who were members
o f the SECPS. So far, we've
been very satisfied with
their work.

■ Specified technical expertise and experi
ence, including familiarity with relevant
specialized industry practices, necessary
for performing concurring review.

■ Requirements to strengthen the objectiv
ity of concurring review.
■ The review of additional working papers
by the concurring reviewer.
■ A clarification of the role of the concurring
reviewer during the performance of the
engagement.
■ Timely concurring review of the pre
liminary audit plan in certain defined
circumstances.
For smaller firms with only a few part
ners, compliance with this requirement can
be challenging— particularly after these
modifications. Yet despite these difficulties,
a significant number of smaller firms have
joined the SECPS, underscoring their com
mitment to the highest possible quality
standards. In response to their needs, the
SECPS is exploring ways in which concur
ring reviews might be performed by quali
fied professionals who are not otherwise
affiliated with the firm performing the audit.
The Section recognizes the public in
terest in the quality of audits of financial

ALAN BRANDER
C liff Engle, Ltd.

R obert N e a ry (l) is
co ngratulated on his
a p pointm ent as SECPS
Executive Com m ittee
Chairman fo r 1989-90 by
c u rre n t Chairman John
A b e rn a th y (c) and AICPA
President Philip Chenok (r).
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Number of Firms
Classified by Number

Number of SEC Audit Clients Classified by Percent of MAS Fee to Audit Fee

of SEC Clients

0%

Firms (12) with 100 or more
SEC audit clients..........................

9,023

1-2 5 %

2 6 -5 0 %

5 1 -1 0 0 %

100% +

Total

2,046

317

207

167

11,760

Firms (12) with 20-99 SEC
audit clients.............................

371

60

6

4

1

442

Firms (243) with fewer than
20 SEC audit clients.............

525

163

6

5

0

699

Totals

9,919__________2,269__________329___________ 216___________ 168__________ 12,901

Percents

76.9%

institutions that are not SEC registrants.
As a result, the Section expanded the juris
diction of its Quality Control Inquiry Com
mittee to encompass certain litigation in
volving audits of financial institutions.
Accordingly, the SECPS is now better able
to consider the quality control implications
raised by regulatory agencies with respect
to member firms' audits of privately owned
financial institutions.
SECPS—Improving Public Knowledge
The SECPS aims to improve both the
quality and quantity of information avail
able to the public. Consequently, the SECPS
adopted a new membership requirement
that directs its members to notify the Secu
rities and Exchange Commission within five
business days whenever the client-auditor
relationship with an SEC registrant has
ended.
This requirement helps ensure that the
Commission receives timely notification of

17.6%

2.5%

1.7%

1.3%

such events. It is also a prime example of
the SECPS's ability to respond quickly and
decisively to issues in the public interest.
This membership requirement was enacted
the day after the Securities and Exchange
Commission accelerated the timing for
registrants to report a change in auditors,
from 15 days to 5 days.
The SECPS also serves as an informa
tion resource for the public about its mem
ber firms. Information available includes the
results of a firm's most recent peer review
and other data about the firm's organization
and operations. In order to indicate more
clearly the percentage of member firms'
gross fees received from accounting and
auditing, tax and consulting services to
SEC clients, additional detail will be re
quired from members in their annual re
ports to the Division for CPA Firms for fiscal
years ended on or after June 30, 1989.
Information that summarizes the relation
ship of fees obtained by member firms
from their SEC audit clients for man
agement advisory services is provided in
the accompanying table.
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100%

witching to an ac 
counting firm that's a
member of the SECPS has
made a big difference to us.
That's because we know
that they're competent and
have SEC expertise. We're
completely comfortable that
they know what they're
doing."
" S

DAVID S. HICKMAN
U n ite d Bancorp, Inc.
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Activities o f the
SECPS
Peer Review
Program

Since the establishment of the SECPS, its
peer review program has been the corner
stone of its efforts to improve the quality of
practice of SECPS member firms. Knowl
edgeable observers of the accounting pro
fession have gone on record citing the salu
tary effects of participation in the peer
review program. For example, the Public
Oversight Board's most recent comments
about the SECPS peer review program are
found in its annual report for the year
ended June 30, 1989 which accompanies
this report.
The Peer Review Process
The SECPS peer review program in
volves an independent, rigorous evaluation
of a firm's quality control system for its
accounting and auditing practice and its
compliance with that system, as well as its
compliance with the Section's membership
requirements. The results of every member
firm's most recent peer review are available
to the public. Thus, any interested party
can have access to information useful in
assessing the quality of a firm's accounting
and auditing practice. For example, audit
committees, bankers and others can obtain
independent evaluations of the quality con
trol systems of member firms.
P e e r r e v i e w c o n s is t s o f t h e f o l l o w in g :

■ An evaluation of the appropriateness of
the design of a firm's quality control sys
tem in light of the firm's accounting and
auditing practice.
■ A variety of procedures designed to test
compliance with the firm's quality control
policies and procedures at each organiza
tional or functional level within the firm.
■ A review of reports, financial statements
and relevant working papers for a repre
sentative sample of accounting and audit
ing engagements.

■ Tests of compliance with membership
requirements of the Section, which go
beyond current professional standards
and requirements.
■ The issuance of a written opinion on the
design of the firm's quality control system
and the level of compliance by the firm's
personnel with its quality control policies
and procedures and the Section's mem
bership requirements.
A member firm's public file contains
its peer review report, an accompanying
letter of comments, if appropriate, and the
firm's response to such letter as well as a
description of any follow-up action deemed
necessary by the Peer Review Committee.
A peer review may be performed by a
firm that has received an unqualified report
on its own peer review, by a team ap
pointed by the AICPA, or by an authorized
association of CPA firms. Independence
and confidentiality of client information are
paramount considerations in all peer re
views. The Section has developed and
published standards and extensive guide
lines to assist reviewers in conducting and
reporting on peer reviews. All reviews are
subject to oversight by the Public Oversight
Board, as described in their annual report.
Peer Review Improves Audit Quality
As a result of the peer review program,
the quality controls of member firms have
steadily improved. And the peer review
program itself has become more rigorous
through experience and in response to
changes in the practice environment.
Our experience indicates that firms
that received a qualified or adverse report
on their first peer review are less likely to
receive such a report on their second or
later reviews. This is the result of imple
mentation of the recommendations made
in letters of comments on previous peer
reviews and, where applicable, the correc-
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Summary o f Peer Reviews Since Inception
Initial Reviews

Unqualified Reports..................

457

Qualified Reports......................

71

Adverse Reports......................

15_______3%
543

84%
13%
100%

five actions deemed necessary by the
SECPS Peer Review Committee. The ac
companying chart outlines the results of
SECPS reviews and demonstrates how the
peer review program improves the quality
of practice by SECPS member firms.
Peer Review Results in 1988
There were 112 SECPS peer reviews
in 1988, all of which were accepted by the
SECPS Peer Review Committee by June
30, 1989. For the firms involved, those re
views represented:
47 initial SECPS peer reviews
12 second reviews
33 third reviews
20 fourth reviews
This summary indicates two important
factors about the SECPS program of self
regulation. The 47 initial SECPS reviews are
representative of the significant growth in
Section membership, a subject that is dis
cussed in another section of this report.
The 53 third and fourth peer reviews dem
onstrate lasting commitment to and partici
pation in the voluntary SECPS program of
self-regulation.
Four of the 1988 reviews were "accel
erated reviews." That is, four member firms
were required by the SECPS Peer Review
Committee to have their reviews performed
prior to the end of the normal three-year
cycle. These firms had received modified

Subsequent Reviews

668
56
2
726

Total

92%

1,125

8%

127

—
100%

17
1,269

89%
10%
1%
100%

reports on their prior reviews. While all four
received unqualified reports on their accel
erated peer reviews, the Peer Review Com
mittee believed that further follow-up
action was necessary for two firms. One
firm was required to submit a copy of its
next internal inspection report to the Peer
Review Committee. The peer review team
captain was directed to revisit the second
firm to review the planning for and findings
of its next internal inspection and the firm's
professional education records for its next
educational year.

Dan M ageras (l) , Chairman o f the 1989-90
SECPS Peer R eview Com m ittee, confers
w ith his predecessor, David Pearson.

" E

specially in today's
environment, it's
essential that accounting
firms meet the most exacting
standards o f the profession.
And, thanks to peer review,
our staff members now have
a much better understanding
o f the need to comply fully
with the firm's quality
control systems and proce
dures. It has also improved
the lines of communication
between the partners and
the staff. "
SIDNEY L. GROSSFELD
Landsman, Frank and Sinclair, A.C.
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The 112 peer reviews performed in
1988 resulted in:
— 105 unqualified reports (94%)
— 6 qualified reports (5%)
— 1 adverse report (1%)

rfirm joined the
u
"O
SECPS because
we wanted to build a quality
firm with SEC clients. Peer
review adds to our confi
dence and gives us peace of
mind. It lets us know that
we're conforming to the
profession's most demanding
standards. "
TRUITT W. JEFFERSON
Jefferson, M o ffitt & Urian, P.A.

A letter of comments was issued in
connection with all but 14 of the 1988 peer
reviews. (Firms that do not receive a letter
of comments are usually smaller firms with
relatively simple quality control systems.)
The peer review program goes beyond
the performance of the review and the
acceptance by the Peer Review Committee
of the resulting report, letter of comments
and the reviewed firm's response to such
comments. The Peer Review Committee
requires that SECPS member firms provide
appropriate assurance that responsive cor
rective actions have been implemented
whenever quality control deficiencies are
noted during a peer review. During 1988,
the Peer Review Committee determined
that corrective measures should be imple
mented by 20 firms. Those corrective mea
sures are listed in the accompanying table,
which also summarizes such actions taken
since inception of the peer review program.
As of June 30, 1989, 1269 SECPS peer

reviews performed from inception through
1988 had been accepted by the Peer Re
view Committee; 186, or 14.7%, resulted in
actions taken to provide additional assur
ance that quality control deficiencies have
been or are being remedied.
Peer Review Consideration of
Individual Engagements
The peer review process includes the
review of a representative sample of a
firm's accounting and auditing engage
ments. When a peer review team believes
that an engagement does not conform to
professional standards, the reviewers must
report that to both the Peer Review Com
mittee and to an appropriate authority
within the reviewed firm. If the firm agrees
with the review team, it must take appro
priate action, as described in professional
standards, to protect users of financial
statements from relying on statements
that do not conform to generally accepted
accounting principles or that may not
have been adequately audited or properly
reported on.
If an agreement cannot be reached,
the peer review standards require the firm
to report the matter to the AICPA Profes-

Major Actions Taken Since Inception to Ensure That
Quality Control Deficiencies Are Corrected
Number of Times Totals Since
During 1988
Inception

Accelerated peer review......................................................................................

3

43

Employment of an outside consultant acceptable to the Peer Review
Committee to perform preissuance reviews of all or selected financial
statements or other specified procedures.......................................................

6

17

Revisits by the peer reviewers or visits by a Committee member to
ascertain progress being made by the firm in implementing its correc
tive action plan........................................................................................................

7

101

Review of the planning for and results of the firm's internal inspection
program...................................................................................................................

13

84

Review of changes made to the firm's quality control document or
other manuals and checklists.............................................................................

10

26

These actions are noted in the Section's public files for the respective member firms.
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sional Ethics Division for resolution and to
advise the Committee of the actions taken.
The only such disagreement encountered
occurred in connection with a 1987 peer
review; that matter was ultimately resolved
to the Peer Review Committee's satisfac
tion in 1988.
The 112 peer reviews performed in
1988 encompassed the review of the re
ports, financial statements and supporting
working papers for 719 audit engagements,
including 137 audits of SEC registrants and
69 audits subject to the Single Audit Act of
1984. (The number of engagements re
viewed in the peer review process varies
from one year to the next and is a function
of the population of firms reviewed during
the particular year.) Of the 719 engage
ments reviewed, the peer reviewers con
cluded that 17, or 2.4%, did not conform to
professional standards. (Two of the 17 in
volved audits of SEC registrants.) In each of
the 17 substandard engagements, the pro
cedures required by professional standards
were implemented by the 11 firms in
volved. The report and/or financial state
ments relating to two of the engagements
were recalled and reissued. Omitted audit
ing procedures were subsequently per
formed on six of the engagements, one of
which was recalled and the financial state
ments subsequently reissued. Issuance of
the subsequent period financial statements
was imminent in the other nine engage
ments. Accordingly, the prior financial state
ments were revised in those subsequent
financials.
Evaluating Peer Reviewers
Just as the Peer Review Committee is
concerned with the quality of accounting
and auditing practice of SECPS member
firms, it is also cognizant of the importance
of peer reviewers' competence and per
formance in the program. Accordingly,
when the Peer Review Committee believes

that the performance of individual review
ers should be improved, it takes action to
effect improvement.
During 1988, the Committee noted
deficiencies in the performance of several
team captains. As a result, the Committee
advised those individuals that on future
peer reviews on which they serve as a
team captain, the report, letter of com
ments and working papers must be re
viewed prior to issuance by a partner in
their firm who is experienced in performing
peer reviews.
Peer Review Consideration of
MAS Engagements
The SECPS membership requirements
proscribe member firms from performing
certain specified management advisory
services for SEC audit clients. Peer review
ers must consider both the audit and MAS
services performed for selected SEC clients
to determine that the MAS engagement
was not one proscribed by the Section;
that it did not impair the firm's indepen
dence because firm personnel acted in a
decision-making capacity; and that all major
audit decisions appeared to be objective.
Peer reviewers also must be informed of all
SEC audits for which the fees for MAS
exceed the audit fees and select at least
one such engagement for review.
During the 1988 peer review year, re
viewers tested 137 audits of SEC regis
trants, 35 of which had also engaged the
member firm to perform an MAS engage
ment and to which these procedures were
applied. No instances were found in which
the Section's membership requirements
were violated or on which independence or
objectivity had been impaired.

11

12

The
Quality Control
Inquiry
Comm ittee
A Complement
to Peer
Review
—

Originally formed in November 1979 as the
Special Investigations Committee, the Qual
ity Control Inquiry Committee is charged
with considering the implications of allega
tions of audit failure on a firm's quality con
trol system. The Committee was renamed
the Quality Control Inquiry Committee in
December 1988 in order to make its name
more descriptive of its role.
The QCIC complements the peer re
view process by determining whether alle
gations of audit failure indicate either (1)
the need for corrective measures by the
member firm involved, or (2) reconsidera
tion of relevant professional standards. Like
the peer review process, the QCIC's activi
ties are designed to identify weaknesses
and ensure that appropriate action is taken
to remedy them.
While the QCIC considers the implica
tions of alleged audit failures, it does not
duplicate the work of the courts, the Securi
ties and Exchange Commission or other
regulatory agencies. Those bodies deter
mine whether the auditing firm or individ
ual auditors were at fault, and impose pun
ishment. The QCIC can recommend to the
Executive Committee that a member firm
be sanctioned, but such a recommendation
would be made only when a firm refuses
to cooperate with the QCIC or is unwilling
to take actions the QCIC deems necessary.
To date, every firm has cooperated with
the Committee and has voluntarily taken
the corrective actions recommended by
the QCIC.

review national business media and other
sources of information.
Originally, the reporting requirement
encompassed litigation or proceedings
alleging deficiencies in the audit of an SEC
client. In 1985, the reporting requirement
was expanded to include banks and other
financial institutions that file periodic re
ports with a regulatory agency instead of
with the SEC. In June 1989, the QCIC's
jurisdiction was further expanded to allow
it to address, when it deems it appropriate,
alleged deficiencies in member firms' audits
of all regulated financial institutions.

The QCIC Process
SECPS member firms must report to
the QCIC certain litigation or proceedings
against the firm or its personnel. Compli
ance with the requirement is monitored by
peer reviewers and by SECPS staff, who

A. A. Sommer, Jr., Chairman o f the Public
O versight Board (l), discusses the a ctiv itie s
o f the Q uality Control In q u iry Com m ittee
w ith its Chairman, W illiam Hall.
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The QCIC follows established proce
dures to determine whether an alleged
audit failure indicates the need for correc
tive measures by the member firm involved
or indicates a need for changes in generally
accepted auditing standards or quality con
trol standards. These procedures provide
consistent criteria for determining an appro
priate course of action for the QCIC, while
safeguarding the legal rights of member
firms. They are divided into four phases.
Analysis— Reading the complaint(s), rele
vant financial statements and other publicly
available materials related to the complaint.
Inquiries— Discussing issues raised in the
litigation that may have quality control im
plications with representatives of the firm
and, if deemed appropriate, its peer review
ers. This phase may include reading peer
review work papers or internal inspection
reports.
Investigation— Discussing relevant quality
control policies, procedures and compliance
with firm personnel familiar with the spe
cific engagement; reviewing firm technical
manuals and guidance materials; and read
ing certain audit documentation.
Special Review— Reviewing relevant as
pects of a firm's quality control policies and
procedures and its compliance therewith,
following procedures similar to those ap
plied in a peer review. There are five types
of special reviews:
■ A review of other engagements super
vised by personnel who supervised the
allegedly faulty audit.
■ A review of selected engagements in the
same industry.

■ A review of an office or offices.
■ A review of selected engagements with
unique transactions or conditions.
■ A review of the entire system—in effect,
an accelerated peer review.
Each type of review is designed to
provide assurance about compliance by
individuals, offices or the firm as a whole
with the firm's quality control policies and
procedures. The type of review performed,
its scope and the reviewers selected are
determined on a case-by-case basis.
The QCIC closes its files on a case
when it concludes there is no need for
action by the firm beyond whatever mea
sures may have already been taken. The
Committee may and does reopen its files
on a previously closed case if subsequent
developments suggest further consider
ation may be appropriate.
After the QCIC closes a case, it pre
pares a summary of the Committee's con
sideration of the matter, the issues ad
dressed, the procedures followed and the
basis for the QCIC's conclusions for the
information of the SEC. The staff of the
Chief Accountant of the SEC reviews
those summaries and discusses the QCIC's
consideration of the cases with the staff of
the Public Oversight Board. In addition,
QCIC representatives meet on occasion
with the Chief Accountant of the SEC and
other members of the Commission's staff
to discuss the Committee's activities and
their results.
The accompanying analyses on the
following pages provide the results of
QCIC's consideration of the 292 cases
closed to date. In the majority of the cases,
the QCIC has concluded that the allegations
misstate the requirements of professional
standards or do not indicate a need for
changes in the quality control systems of
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the firms involved. However, in 32% of the
cases to date, and in 26% of the cases
closed during the year ended June 30,

1989, QCIC activities determined that some
action was appropriate.

QCIC Activity From Inception Through June 3 0 , 1989

Case files opened, November 1 , 1979 through June 3 0 , 1988.............................................. 273
Case files closed as of June 3 0 , 1988 .................................................................................... (242)
Case files open, July 1 , 1988 ..................................................................................................... 31
New case files opened, July 1 , 1988 through June 3 0 , 1989 ................................................. 53
Case files reopened during the year.........................................................................................

3

Case files closed during the year.............................................................................................

(50)

Case files open, June 3 0 , 1989......................................................................................................

37

15

SEC Practice Section / 19 8 8-8 9 Annual Report

The QCIC
Ensuring Firm
Compliance
—

During the year ended June 3 0 , 1989,
the QCIC closed its files on six cases
only after obtaining assurance—through
special reviews and other procedures—
about aspects of the firm's quality con
trol system or compliance with that sys
tem. Specifically:
■ The files on three cases were closed
after the performance of special re
views at the direction of the QCIC. In
each of those cases, the QCIC deter
mined that certain individuals were
complying with established quality
controls in the performance of recent
audit engagements. In some instances,
discussed below, the firm also rein
forced this compliance on an on
going basis by implementing further
measures.
■ The files on two cases were closed
after the QCIC received direct confir

mation from contemporaneous peer
reviews that the firms' systems of
quality control met established ob
jectives and provided reasonable
assurance that the firms conformed
to professional standards.
■ One case file was closed after the QCIC
reviewed the results of the firm's
internal inspection program, which
focused on the audit engagements of
an office in a particular industry. The
results of that inspection led to the
implementation of other appropriate
measures, described in the following
section.
As previously indicated, cases are
closed because the QCIC has determined
that firms have taken appropriate correc
tive measures. Although the QCIC may
suggest these actions, often the firms
themselves identify and implement cor-

Results o f QCIC Activity
November 1, 1979
through
June 30, 1988

July 1, 1988
through
June 30, 1989

Totals

A special review was made or the firm's
regularly scheduled peer review was
expanded...........................................................

29

6

35

The firm took appropriate corrective
measures that were responsive to the
implications of the specific case..................

34

9

43

29

7

36

Actions Related to Firms

Actions Related to Standards

Appropriate AICPA technical bodies were
asked to consider the need for changes in,
or additional guidance on, professional
standards...........................................................
Actions Related to Individuals

The case was referred to the AICPA
Professional Ethics Division with a recom
mendation for an investigation into the
work of specific individuals...........................

14
106

N o te : Frequently, more than one action is taken by the QCIC or by the firm.

14
22

128
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rective measures, which are reported to
and evaluated by the QCIC.
During the year ended June 30, 1989,
the QCIC closed nine cases after it had
determined that the firms had taken ap
propriate corrective measures. In some
cases, multiple actions were taken.
■ The files on four cases were closed after
the firms reassigned certain personnel
and professional responsibilities and
implemented special engagement re
view procedures. The QCIC believes
these actions will enhance compliance
with the individual firms' policies.
■ In five cases, the firms developed addi
tional guidance materials to assist audit
personnel in considering a variety of audit
issues:
— the evaluation of a client's system for
prevention of illegal acts;
— the evaluation of accounting for ex
penditures that may benefit future and
current periods;
— the evaluation of the accounting treat
ment applied to unusual or significant
types of transactions;
— specialized communications relating to
the audit; and
— developments affecting audit clients in
a specialized industry.

■ In one case, which related to an audit
performed before the firm became an
SECPS member, the firm engaged two
outside consultants to assist in the devel
opment and implementation of an appro
priate quality control system. Subse
quently, the firm complied with the
SECPS membership requirement to un
dergo a peer review within one year of
joining the Section, and it received an
unqualified report on that peer review.
■ In one case, QCIC representatives met
with the entire partnership of a member
firm to discuss the audit and quality con
trol implications of the case and to review
the firm's policies for addressing those
implications on an ongoing basis.
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The QCIC—
Reconsidering
Professional
Standards

The QCIC considers some cases that
suggest that professional standards may
need to be reconsidered. In these situa
tions the QCIC conveys its concerns to
relevant AICPA technical committees.
During the year ended June 3 0 , 1989,
the QCIC communicated with appropriate
technical bodies on the following
subjects.
Appropriate Recognition of Reve
nue: The propriety of recording revenue
on certain transactions at the time when
the financial statements were being pre
pared was a principal issue in a number
of cases considered by the QCIC. Subse
quent developments can frequently affect
individual transactions. Certain conditions
may also make revenue recognition deci
sions more difficult: sales with a “ bill and
hold" agreement; shipments to a third
party; performance guarantees that may
or may not be meaningful; and rights of
return under what the entity may believe
or assert are remote circumstances. After
a review of some of the problems it has
encountered, the QCIC has asked the
AICPA Accounting Standards Executive
Committee to consider whether addi
tional guidance is warranted about the
application of FASB Statement No. 48,
"Revenue Recognition When Right of
Return Exists."
Reviews of Interim Financial In
formation Used in Connection With a
Public Securities Offering: A successor
auditor's first association with a client's
financial statements can involve the re
view of interim financial information in
cluded in securities offering documents.
Knowledge of the client's accounting and
financial reporting practices is required by
auditing standards when performing such
a review; an "audit base" is strongly sug
gested but not required. The Committee
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has urged the Auditing Standards Board
to reconsider that guidance.
Assessment of Insurance Cover
age: An informal survey of a number of
CPA firms about the audit procedures
applied to the assessment of insurance
coverage indicates that practice varies in
this regard and further guidance may be
beneficial. Accordingly, the QCIC asked
that the Auditing Standards Board's pro
ject to study the use of and reliance
placed on confirmations in the audit pro
cess include within its scope the confir
mation of insurance coverage.
Licensing Agreements: Several of
the QCIC cases have involved licensing
agreements and the recognition of related
revenue by licensors. In some situations,
the terms of valid license agreements
were modified by separate, and some
times undisclosed, side agreements. In
other cases, it appeared that licensors
modified or extended the terms of license
agreements to protect the perceived mu
tual economic interests of the licensors and
the licensees, and did so subsequent to the
financial reporting period in which revenue
from the original agreement was recog
nized. When a licensed venture is not a
commercial success, it is not uncommon
for allegations of improper revenue recogni
tion to be raised. FASB Statement No. 45,
"Accounting for Franchise Fee Revenue,"
provides for use of installment or costrecovery accounting methods for fee reve
nue only in certain rare cases. The QCIC's
experience suggests that the application of
those methods may be too restricted or
that auditors may benefit from additional
guidance about their application. The Com
mittee has communicated its views to both
the Accounting Standards Executive Com
mittee and the Auditing Standards Board.
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SECPS
Membership
A Commitment
to Quality
—

The SECPS gained more members in the
past year than it had in any other year in
its 11-year history. Similarly, the Section's
counterpart in the AICPA Division for CPA
Firms, the Private Companies Practice
Section, experienced unparalleled mem
bership growth.
This dramatic increase in SECPS mem
bership, which is illustrated in the accompa
nying graph, is a significant indicator of the
growing awareness—among CPAs and the
publics they serve—of the importance of
maintaining and improving audit quality.
Further recognition of the importance
of peer review is evidenced by:
■ The January 1988 approval by individ

SECPS/w
SEC Clients

ual AICPA members of the ballot that
requires Institute members in public
practice to undergo quality review. The
peer review program was the model for
quality reviews, the first of which will
be performed in the latter part of 1989.
■ The Rural Electrification Administration
requirement that auditors of REA bor
rowers' financial statements participate
in an approved peer review program.
■ The U.S. General Accounting Office re
quirement that auditors of governmental
entities that receive federal financial as
sistance must participate in an approved
peer review program.

SECPS/w/o
SEC Clients

Total
SECPS
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■ The Securities & Exchange Commission's
proposal to require mandatory peer
review.
As the accompanying illustration indi
cates, SECPS member firms serve as audi
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tors for the vast majority of companies
whose shares are publicly traded. An analy
sis of Who Audits America, 21st edition,
shows that SECPS member firms audit
87.6% of the companies that are listed on

Publicly-traded Companies
Listed in the
Twenty-First Edition of
Who Audits America *
in millions
A u d ite d b y U.S. CPA firm s
A u d ite d b y M e m b e rs o f the

th a t are n o t m e m b ers o f
the D ivision fo r CPA Firm s

D ivision fo r CPA Firm s

990 companies (110% )
w ith combined sales o f
$ 7 ,2 8 9 (0.2%)
681 companies (97.7%)
w ith combined sales o f
$123,612 (99.6%)

5,913 companies (85.9%)

8,046 companies (89.0%)
w ith combined sales o f
$4,073,294 (99.8%)

w ith combined sales o f

FRANK STANSIL

$598,066 (98.9%)

H a cke r Young, U.K.

1,452 companies (99.9%)
w ith combined sales o f
$3,351,616 (99.999%)

972 companies (14.1%)
w ith combined sales o f

■

$ 6,7 23 (1.1%)

16 companies (2.3%)
w ith combined sales o f
$531 (0.4%)

2 companies (0.1%)
w ith combined sales o f
$ 3 5 ( .0 0001% )

Companies whose stocks
are listed on
N e w York Stock Exchange

" I t was especially impor
tant to u s . . . to affiliate
with a firm of unquestionable
excellence in the quality of
their accounting and audit
practice. We were particu
larly impressed with the
rigors of your peer review
and public oversight pro
gram."

□

Companies whose stocks
are listed on
A m erican Stock Exchange

Companies whose stocks
are traded
Over-the-counter

*Analysis limited to companies whose stocks are actively traded and for whom Who Audits America reports financial information for 1986 or later.
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Analysis o f Membership in the Division for CPA Firms—
July 1 , 1988 to June 3 0 , 1989
Division fo r CPA Firm s
7 /1 /8 8

No.
No.
No.
No.

of firms...........................
of SEC audit clients. . .
of practice units...........
of professionals...........

3,097*
12,597
5,427
131,355

6 /3 0 /8 9

SEC P rac tice Section
Increase

4,807
13,194
7,418
150,611

7 /1 /8 8

1,710
597
1,991
19,256

6 /3 0 /8 9

439*
12,390
2,002
106,550

Increase

519
12,901
2,119
116,799

80
511
117
10,249

* Restated for mergers between member firms July 1 , 1988 to June 30, 1989.

the two major exchanges or whose shares
are traded over the counter. The publicly
traded companies audited by member

firms account for 99.8% of the aggregate
sales volume of all such companies.

Analysis o f Membership in the Division for CPA Firms by Number o f SEC Clients and by Section —
July 1 , 1988 to June 3 0 , 1989

Number o f Firms

July 1 , 1988

M e rg e rs *
July 1 , 1988 to
June 3 0 , 1989

July 1 , 1988
Restated

New
M em bers

Net
Intra-Division
Changes

Resignations,
Terminations, and
Suspended
Mem berships

Classification
Changes

June 3 0 , 1989

Firms with one or more
SEC clients

SECPS only...........................
Both sections......................
PCPS only.............................

10
217
132

Totals...............................

359

—
(6)
(1)

10
211
131

2
48
53

4
(3)

(1)
(2)
(3)

1
(6)
(1)

12
255
177

(7)

352

103

1

(6)

(6)

444

Firms with no SEC clients

SECPS only...........................
Both sections......................
PCPS only.............................

5
215
2,544

-

5
213
2,527

25
1,809

-

(2)
(17)

7
(8)

(1)
(2)
(218)

(1)
6
1

3
249
4,111

Totals...............................

2,764

(19)

2,745

1,834

(1)

(221)

6

4,363

SECPS only...........................
Both sections......................
PCPS only.............................

15
432
2,676

(8)
(18)

15
424
2,658

2
73
1,862

11
(11)

(2)
(4)
(221)

—
-

15
504
4,288

Totals...............................

3,123

(26)

3,097

1,937

-

(227)

-

4,807

All Firms

*A ll eight firms that were members o f both sections merged w ith other firm s that are members o f both sections. Of the 18 PCPS-only firms that merged, twelve
merged w ith firms that are members o f both sections and six merged w ith other PCPS-only members.
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1990
and Beyond!

The growing ranks of SECPS member firms
are committed to meeting the profession's
highest standards of excellence. By partici
pating in the thorough peer review program
and adhering to the Section's membership
requirements, SECPS firms help ensure
that one of the profession's most important
goals is realized— protecting the public
trust.
This responsibility is not taken lightly.
Membership in the SECPS matters to
member firms and their clients. As revealed
in the quotations excerpted in this report,
membership both raises the standards for a
firm's audit practice and increases aware
ness of the importance of quality controls.
In addition, it enhances a firm's credibility in
the eyes of clients and colleagues.

Joining the SECPS is a serious com
mitment—a commitment to the quality of
the profession and to its future. As we mark
the end of one decade and look towards
the next, we acknowledge its importance in
the profession's system of governance. By
working together to guarantee that the
Section's demanding standards are met,
we will continue to achieve excellence
through self-regulation.

SECPS Membership—A Geographical Perspective

XX

Number of SECPS Mem ber Offices in the State
Number of SECPS M em ber Firms
Headquartered in the State
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SEC Practice Section
Committee Rosters

Executive Committee
John D. Abernathy, Chairman

B D O S e id m a n

Lawrence D. Behm

A rth u r Y oung & C o m p a n y

Robert K. Bowen

H a n s e n , B a r n e tt & M a x w e l l

Ronald S. Cohen

C ro w e , C h iz e k a n d C o m p a n y

Paul F. Demgen

C a u se y, D e m g e n & M o o r e

Ned A. Futter

W is s & C o m p a n y

Michael Goldstein

L a v e n th o l & H o r w a th

Howard Groveman

G r a n t T h o r n to n

Clarence D. Hein

H e in + A s s o c ia te s

Gerald W. Hepp

P la n te & M o r a n

Philip J. Howell

G oodm an & C om pany

W illiam W. Kidd

M a u ld in & J e n k in s

Jerry W. Kolb

D e lo it t e H a s k in s & S e lls

Louis E. Levy

P e a t M a r w ic k M a in & Co.

LeRoy M artin

M c G la d r e y & P u lle n

Robert D. Neary

E r n s t & W h in n e y

James J. Quinn

C o o p e rs & L y b r a n d

Frank A. Rossi

A r t h u r A n d e r s e n & Co.

Stanley G. Russell, Jr.

T o u c h e R o s s & Co.

A rth u r Siegel

P r ic e W a te rh o u s e

Peer Review Committee
David B. Pearson, Chairman

A rth u r Young & C o m p a n y

Rick J. Anderson

M oss A dam s

Daryl D. De Kam

P a n n e l l K e r r F o r s te r

Harry B. De Verter, Jr.

Tait, W e lle r & B a k e r

W illiam K. Haller

S tr a it, K u s h in s k y & C o m p a n y

Jam es A. Hogan

C o o p e rs & L y b r a n d

Charles E. Landes

S p a e th & B a t t e r b e r r y

Stephen W. Lipscom b

H e r e fo r d , L y n c h & Co., P C .

Daniel P. Mageras

P e a t M a r w ic k M a in & Co.

Thom as A. McGrath, Jr.

D e lo it t e H a s k in s & S e lls

Barry W. M organ

B a ile y , V a u g h t, R o b e r ts o n & C o m p a n y

C. A. M orris

C h e rry , B e k a e r t & H o lla n d

Lewis F. Nigh

P ric e W a te rh o u s e

C. James Rogers

P o s tle t h w a it e & N e t t e r v ille

W illiam G. Roost

E r n s t & W h in n e y

Thom as M. Stem lar

A r t h u r A n d e r s e n & Co.

John Van Camp

T o u c h e R o s s & Co.

Jon A. Walgren

B D O S e id m a n

Lester I. W olosoff

G r a n t T h o r n to n
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Quality Control Inquiry Committee
William D. Hall, Chairman
Thomas E. Byrne, Jr. ______________
Robert E. Fleming________________
Mario J. Formichella ______________
James L. Goble _________________
George M. Horn _________________
James I. Konkel _________________
Charles W. Maurer _______________
Larry J. Parsons _________________

A r t h u r A n d e r s e n & Co. *
P r ic e W a te r h o u s e *
U rb a c h , K a h n & W e rlin , P C
A rth u r Young & C o m p a n y *
P e a t M a r w ic k M a in & Co. *
P a n n e lI K e r r F o r s t e r *
T o u c h e R o s s & Co.
G ra n t T h o rn to n *
E r n s t & W h in n e y *

* R e tir e d

Senior AICPA S taff
Thomas P. Kelley
Arthur J. Renner
Dale E. Rafal __

G r o u p V ic e P r e s id e n t - P r o f e s s io n a l
D ir e c to r , S E C P r a c tic e S e c tio n
V ic e P re s id e n t, Q u a lit y R e v ie w
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